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CHAPTER 1 


A FRAMWORK FOR BUSINESS ANALYSIS AND 

VALUATION USING FINANCIAL STATEMENT’S 

Part 1 Framework 


Analysis Step I: Business Strategy Analysis 

The purpose of business strategy analysis is to identify key profit drivers and business 
r isks, and to assess the company’s profit potential at a qualitativeTevel. ’Business strategy 
analysis involves analyzing a firm’s industry and its strategy to create a sustainable com¬ 
petitive advantage. This qualitative analysis is an essential first step because it enables 
the analyst to frame the subsequent accounting and financial analysis better. For exam¬ 
ple, identifying the key success factors and key business risks allows the identification 
of key accounting policies. Assessment of a film’s competitive strategy facilitates eval¬ 
uating whether current profitability is sustainable. Finally, business analysis enables the 
analyst to make sound assumptions in forecasting a firm’s future performance. 

Analysis Step 2: Accounting Analysis 

The purpose of accounting analysis is to evaluate the degree to which a firm’s accounting 
captures the underlying business reality. By identifying places where there is account¬ 
ing flexibility, and by evaluating the appropriateness of the Ann’s accounting policies 
and estimates, analysts can assess the degree of distortion in a Ann’s accounting 
numbers. Another important step in accounting analysis is to “undo” any accounting dis¬ 
tortions by recasting a firm’s accounting numbers to create unbiased accounting data. 
Sound accounting analysis improves the reliability of conclusions from financial anaiy- 
sis, the next step in financial statement analysis. 

Analysis Step 3: Financial Analysis 

The goal of financial analysis is to use financial data to evaluate the current and past per¬ 
formance of a Ann and to assess its sustainability. There are two important skills related 
to financial analysis. First, the analysis should be systematic and efficient. Second, the 
analysis should allow the analyst to use financial data to explore business issues. Ratio 
analysis and cash flow analysis are the two most commonly used financial tools. Ratio 
analysis focuses on evaluating a firm’s product market performance and financial poli¬ 
cies; cash flow analysis focuses on a firm’s liquidity and financial flexibility. 

Analysis Step 4: Prospective Analysis 

Prospective analysis, which focuses on forecasting a firm’s future, is the final step in 
business analysis. Two commonly used techniques in prospective analysis are financial 
statement forecasting and valuation. Both these tools allow the synthesis of the insights 
from business analysis, accounting analysis, and financial analysis in order to make pre¬ 
dictions about a firm’s future. 
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CAPTER 1 


INTRODUCTION TO FINANCIAL REPORTING 

BUSINESS STRATEGE ANALYSIS 


Traditional Assumptions of the Accounting Model : 

Business Entity :the business or entity for which the financial 
statements are prepared is separate and distinct from the owners of 
the entity. In other words, the entity is viewed as an economic unit that 
stands on its own. 


Going Concern or Continuity : The going-concern assumption, 
that the entity in question will remain in business for an indefinite 
period. 

If the going-concern assumption has not been used for a particular set 
of financial statements, because of the threat of liquidation or 
bankruptcy, the financial statements must clearly disclose that the 
statements were prepared with the view that the entity will be 
liquidated or that it is a failing concern. In this case, conventional 
financial report analysis would not apply. 

The going-concern assumption also influences liabilities. If the entity 
were liquidating, some liabilities would have to be stated at amounts in 
excess of those stated on the conventional statement. Also, the 
amounts provided for warranties and guarantees would not be realistic 
if the entity were liquidating. 
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The going-concern assumption also influences the classification of 
assets and liabilities. Without the going-concern assumption, all assets 
and liabilities would be current. 

TIME PERIOD : Some businesses select an accounting period, 
known as a natural business year, that ends when operations are at a 
low ebb in order to facilitate a better measurement of income and 
financial position. In many instances, the natural business year of a 
company ends on December 31. 

Some select a 12-month accounting period, known as a fiscal year, 
which closes at the end of a month other than December. The 
accounting period may be shorter than a year, such as a month. The 
shorter the period of time, the more inaccuracies we typically expect in 
the reporting. 

Monetary Unit : Monetary Unit Accountants need some standard 
of measure to bring financial transactions together in a meaningful 
way. 

that money is the best for the purpose of measuring financial 
transactions. 

Historical Cost : SFAC No. 5 identified five different measurement 
attributes currently used in practice: historical cost, current cost, 
current market value, net realizable value, and present value. 

Often, historical cost is used in practice because it is objective and 
determinable. 

Conservatism : According to the concept of conservatism, the 
accountant must select the measurement with the least favorable 
effect on net income and financial position in the current period. 
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Realization : Accountants face a problem of when to recognize 
revenue. 

so as to make financial statements meaningful and comparable. 


1)Point of Sale :There are times when use of the point-of-sale 
approach does not give a fair result. 

. Many other acceptable methods of recognizing revenue should be 
considered, such as the following: 

1. End of production : The recognition of revenue at the completion of 
the production process is acceptable when the price of the item is 
known and there is a ready market 

2. Receipt of cash 

3. During production 

4. Cost recovery 


2) Receipt of Cash : The receipt of cash is another basis for 
revenue recognition. This method should be used when collection is not 
capable of reasonable estimation at the time of sale. 


3) During Production : Some long-term construction projects 
recognize revenue as the construction progresses. 

4) Cost recovery : The cost recovery approach is acceptable for 

highly speculative transactions. 
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Matching : Matching The revenue realization concept involves when 
to recognize revenue. Accountants need a related concept that 
addresses when to recognize the costs associated with the recognized 
revenue: the matching concept. The basic intent is to determine the 
revenue first and then match the appropriate costs against this 
revenue. 

Consistency : The consistency concept requires the entity to give 
the same treatment to comparable transactions from period to period. 

The entity must be ready to defend the change. 

Full Disclosure : The accounting reports must disclose all facts 
that may influence the judgment of an informed reader. 

Often, the additional disclosures must be made by a note in order to 
explain the situation properly. 

The financial statements are expected to summarize significant 
financial information. If all the financial information is presented in 
detail, it could be misleading. 

Materiality : The accountant must consider many concepts and 
principles when determining how to handle a particular item. The 
proper use of the various concepts and principles may be costly and 
time-consuming. The materiality concept involves the relative size and 
importance of an item to a firm. 

It is essential that material items be properly handled on the financial 
statements. Immaterial items are not subject to the concepts and 
principles that bind the accountant. 
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Industry Practices : Some industry practices lead to accounting 
reports that do not conform to the general theory that underlies 
accounting. Some of these practices are the result of government 
regulation. 

Transaction Approach : The accountant records only events 
that affect the financial position of the entity and, at the same time, 
can be reasonably determined in monetary terms. 

Cash Basis : The cash basis recognizes revenue when cash is 
received and recognizes expenses when cash is paid. 

Accrual Basis : The accrual basis of accounting recognizes 
revenue when realized (realization concept) and expenses when 
incurred (matching concept). 


P 1-2 Certain underlying considerations have had an important impact on the 
development of generally accepted accounting principles. Following is a list of 
these underlying considerations, as well as a list of statements describing them. 

a. Going concern or continuity i. Industry practices 


b. Monetary unit 

c. Conservatism 

d. Matching 

e. Full disclosure 

f. Materiality 


j. Verifiability 

k. Consistency 

l. Realization 

m. Historical cost 

n. Time period 


g. Transaction approach o. Business entity 

h. Accrual basis 


-1. The business for which the financial statements are prepared is separate and distinct 

from the owners. 

-2. The assumption is made that the entity will remain in business for an indefinite period of 

time. 


3. Accountants need some standard of measure to bring financial transactions together in a 

meaningful way. 
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-4. Revenue should be recognized when the earning process is virtually complete and the 

exchange value can be objectively determined. 

-5. This concept deals with when to recognize the costs that are associated with the 

recognized revenue. 

-6. Accounting reports must disclose all facts that may influence the judgment of an 

informed reader. 

-7. This concept involves the relative size and importance of an item to a firm. 

-8. The accountant is required to adhere as closely as possible to verifiable data. 

-9. Some companies use accounting reports that do not conform to the general theory that 

underlies accounting. 

-10. The accountant records only events that affect the financial position of the entity and, 

at the same time, can be reasonably determined in monetary terms. 

-11. Revenue must be recognized when it is realized (realization concept), and expenses are 

recognized when incurred (matching concept). 

-12. The entity must give the same treatment to comparable transactions from period to 

period. 

-13. The measurement with the least favorable effect on net income and financial position 

in the current period must be selected.. 

-14. Of the various values that could be used, this value has been selected because it is 

objective and determinable. 

-15. With this assumption, inaccuracies of accounting for the entity short of its complete life 

span are accepted. 

Required Place the appropriate letter identifying each quality on the line in front of the 
statement describing the quality. 

SOLUTION PROBLEM 1-2 


1-0 
2- A 
3 - B 
4-L 

5 - D 

6 - E 

7 — F 

8 - J 
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PROBLEMS 

i 

*' Listedbelow are several accounting principles and assumptions.'Match the letter of each with the 


appropriate statement. 

a wucinoec ontm; 

• DuOuuvOO 

b. Going concern 
c. Time period 
d. Monetary unit 


e. Historical cost 

f. Conservatism 

g. Realization 

h. Consistency 


i. Fall disclosure 

j. Verifiability 

k. Materiality 

l. Industry practices 


1. Some industry practices lead to accounting reports that do not conform to the general theory 

that underlies accounting. . 

2. Requires the accountant to adhere as closely as possible to verifiable data. 

3 Requires the entity to give the same treatment to comparable transactions. 

4. Directs that the measurement that has the least favorable effect on net income and financial 
position in the current period be selected. 

5. The decision is made to accept some inaccuracy because of incomplete information c i 
the future in exchange for more timely reporting. 

6. Involves the relative size and importance of an item to a firm. 

7. A reasonable summarization of financial information is required. 

8. Deals with the problem of when to recognize revenue. 

9. The primary value that is used for financial statements. 

10. Standard of measure for financial statements. ...... . 

11. The assumption that the entity being accounted for will remain m business .or an - L 

12. Assumption that a business's financial statements are separate and distinct &om the personal 
transactions of the owners. 


ANS: 


1. 1 

2. j 

3. h 

4. f 

5. c 

6. k 

7. i 

«• s 

9. e 

10. d 

11. b 

12. a 
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2. *• Required: 

**State tlie accounting principle or assumption that is most applicable: 

a. The company uses the same accounting principle from period to period. 

b. Financial statements are prepared periodically. 

c. Subscriptions paid in advance are recorded as unearned subscription income. 

d. Ail significant financial transactions are reported. 

e. Personal transactions of the stockholders are not recorded on the company s financial 
statements. 

f. Land is recorded at $10,000, which was the amount paid. Current value of the land is 

$25,000. # 

g. The accountants determine that the company is in danger of going bankrupt and therefore 
refuse to certify the statements as prepared according to generally accepted accounting 
principles. 

h. The company loses a major customer and does not record a loss. 

ANS: 

a. consistency 

b. time period 

c. realization 

d. full disclosure 

e. business entity 

f. historical cost 

g. going concern 

h. transaction approach 

TVaTnf /TT FIPIT ,ff. (CHOICE 

1. Charging off equipment that cost less than $20 would be an example of the application of. 

a. going concern 

b. cost . . 

c. matching 

d. materiality 

e. realization 

AIMS: D 

2. The going concern assumption: 

a. is applicable to all financial statements 

b. primarily involves periodic income measurement 

c. allows for the statements to be preoared under generally accepted accounting principles 

d. requires tiiat accounting procedures be the same from period to period 

e. none of the answers are correct 

ANS: C 

3. Understating assets and revenues is justified based on: 

a. realization assumption 

b. matching 

c. consistency 

d. realization 

e. none of the answers are correct 
ANS: E 

4. The assumption that enables us to prepare periodic statements between the time that a business 
commences operations arid the time it goes out of business is: 

a. time period 

b. business entity 

c. historical cost 

d. transaction 

e. none of the answers are correct 
ANS: A 

5. "Valuing assets at their liquidation values is not consistent with: 

a. conservatism 

b. materiality 

c. going concern 

d. time period 

e. none of the answers are correct 

ANS: C 
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6. - The business being separate and distinct from the owners is an integral part of the: 

a. tiine period assumption 
** b. going concern assumption 

c. business entity_a 5 Sumption 

d. realization assumption 

e. none of the answers are correct 

ANS: C 

7. The principle that assumes the reader of the financial statements is ssos interested in the liquidation 
values is: 

a. conservatism 

b. matching 

c. time period 

d. realization 

e. none of the answers are correct 
ANS: E 

8. An accounting period that ends when operations are at a low ebb is: 

a. a calendar year 

b. a fiscal year 

c. the natural business year 

d. an operating year 

e. none of the answers are correct 

ANS: C 

9. The accounting principle that assumes that inflation will not take place or will be immaterial is: 

a. monetary unit 

b. historical cost 

c. realization 

d. going concern 

e. none of the answers are correct 

ANS: A 

10. Valuing inventory at the lower of cost or market is an application of the: 

a. time period assumption 

b. realization principle 

c. going concern principle 

d. conservatism principle 

e. none of the answers are correct 

ANS: 

11. The realization principle leads accountants to usually recognize revenue at* 

a. die end or proauction 

b. during production 

c. the receipt of cash 

d. the point of sale 

e. none of the answers are correct 

ANS: Jj 
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CHAPTER 2 


INTRODUCTION TO FINANCIAL STATEMENTS 

AND OTHER FINANCIAL REPORTING TOPICS 


Forms of Business Entities 




A business entity may be a sole proprietorship, a partnership, or a 
corporation. A sole proprietorship, a business owned by one person, is 
not a legal entity separate from its owner, but the accountant treats 
the business as a separate accounting entity. The profit or loss of the 
proprietorship goes on the income tax return of the owner. The owner 
is responsible for the debts of the sole proprietorship. 

A partnership is a business owned by two or more individuals. Each 
owner, called a partner, is personally responsible for the debts of the 
partnership. The accountant treats the partners and the business as 
separate accounting entities. The profit or loss of the partnership goes 
on the individual income tax return of the partners. 

Ownership is evidenced by shares of stock. A corporation is considered 
to be separate and distinct from the stockholders. The stockholders risk 
only their investment; they are not responsible for the debts of the 
corporation. 

Accounting for corporations, sole proprietorships, and partnerships is 
the same, except for the owners' equity section of the balance sheet. 
The owners' equity section for a sole proprietorship consists of the 
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owners' capital account, whereas the owners' equity section for a 
partnership has a capital account for each partner. The more 
complicated owners' equity section for a corporation will be described 
in detail in this book. 


Forms of Business Entities 



Sole 

Proprietorship 

Partnership 

Corporation 

Number of owners 

1 

2 or more 
(partners) 

Numerous 

(shareholders) 

Legally separate from 
owners 

No 

No 

Yes 

Owners liable for 
business debts 

Yes 

Yes 

No 

Profits taxable 

To the owner 

To the 

owners 

To the 

corporation as 
earnings; 
to the owners 
when dividends 
are received 

Modified form 

“LLC” 

limits liability of owner; may 
increase income tax 
exposure 

“Subchapter S” 
profits are 
taxed at 
ownership level 
only 
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The Financial Statements 


The principal financial statements of a corporation are the balance 
sheet, income statement, and statement of cash flows. Notes 
accompany these financial statements. To evaluate the financial 
condition, the profitability, and cash flows of an entity, the user needs 
to understand the statements and related notes. 

The most basic statement is the balance sheet; the other statements 
explain the changes between two balance sheet dates. 

Balance Sheet (Statement of Financial Position) 

A balance sheet shows the financial condition of an accounting entity as 
of a particular date. The balance sheet consists of three major sections: 
assets, the resources of the firm; liabilities, the debts of the firm; and 
stockholders' equity, the owners' interest in the firm. 

Assets = Liabilities + Stockholders’ Equity 

Statement of Stockholders’ Equity (Reconciliation of 


Stockholders’ Equity Accounts) 


Firms are required to present reconciliations of the beginning and 
ending balances of their stockholders' equity accounts. This is 
accomplished by presenting a "statement of stockholders' equity." 
Retained earnings is one of the accounts in stockholders' equity. 

Retained earnings links the balance sheet to the income statement. 
Retained earnings is increased by net income and decreased by net 
losses and dividends paid to stockholders. 
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Income Statement (Statement of Earnings) 

The income statement summarizes revenues and expenses and gains 
and losses, ending with net income. 

Statement of Cash Flows (Statement of Inflows and 

Outflows of Cash) 

The statement of cash flows details the inflows and outflows of cash 
during a specified period of time—the same period that is used for the 
income statement. The statement of cash flows consists of three 
sections: cash flows from operating activities, cash flows from investing 
activities, and cash flows from financing activities. 

NOTES 

The notes to the financial statements are used to present additional 
information about items included in the financial statements and to 
present additional financial information. 

Certain information must be presented in notes. 

Accounting policies include such items as the method of inventory 
valuation and depreciation policies. 

Contingent liabilities are dependent on the occurrence or 
nonoccurrence of one or more future events to confirm the liability. 
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Chapter 3 

Balance sheet 

Assets 

Current assets 

Cash 

+ Maretable securities 
+ accounts recivable 
+ supplies 
+ prepaid expenses 
= Total current assets 

Fixed assets (proprety plant and equipment) 

Land 

+ equipment 
+ machines 
+ building 

- accumulated depreciation land 

- accumulated depreciation equipment 

- accumulated depreciation machines 

- accumulated depreciation building 

= total fixed assets 


long term investment 

bond 
+ shares 
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+ project under construction 


= total long term investment 


Intangible assets 


good will 


+ trade mark 


+ copy right 


+ patents 


= total intangible assets 


+ other asstes 


= total asstes 


Liabilities 


Current liabilities 


account payable 


+ accruals 


+ unearned revenue 


+ note payable 


= total current liabilities 
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Non current liabilities 

long term debt 

+ notes payable (1-10 year’s) 

+ bond payable (10-40 year’s) 

= total Non current liabilities 

= total liabilities 

Equity 

common share ( par value * number of share ) 

+ preferred share (par value * number of share ) 

+ paid in capital ( selling price - par value ) * number of share 
+ retained earnings 

- treasury share 
= total equity 

= total liabilities and equity 

retained earnings 

retained earnings beginning balance 1/1 
+ net income 

- total dividends 

= retained earnings ending balance 31/12 
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15. 'rf liabilities total*$70,000 and stockholders’ equity totals $50,000, then total assets must De: 

' a. $2.0,000 , . , m v_, 

b. $80,000 ^ ^ 

c. $120,000 

d. $30,000 - "%**<&** -V 

e. $30,000 __- 

•=-1 J 

ANS: C - " 

16. Tiffin Company had retained earnings of $ 50 , 000 at the end oflgst^ear. For Hi*current year.inconu 

was $20,000 and dividends $ 15,000. What is the balance in retained earnings at the end of the current 
year? & - C-- k>-cy s&. S Qct ' VI ’ 

a. $85,000 

b. $45,000 fr4<aJ~ lAt'nvt. < 

c. $55,000 i n ic.hu . 

d. seoiooo IS °" 

e. none of the answers are correct . ^ 

c.e + *»**» - ~ 

A1MS: c El; 

17. Smith Company had retained Warnings of $60,000 at the end of the current yean For the current year 
income was $30,000 and dividends $1 0,000. What was the balance in retained earnings at the end ot 
the prior year? 

a. $30,000 

b. $40,000 

c. $60,000 

d. $30,000 

e. $70,000 


18 . 


ANS: B 

Which of die following is not a true statement relating to the Treadway Commission? 
a. The Treadway Commission is the popular name for the National Commission on 

Fraudulent Reporting. _„ 

The Treadway Commission has released reports detailing internal control systems. 
Management’s Report on Internal Control over Financial Reporting and the independent 
public accounting firm report to the shareholders and boaid of directors often refei to 
criteria established on internal control by the Committee of Sponsoring Organizations o.. 

the Treadway Commission (COSO). _ . .. ~ 

The Treadway Commission has issued a number of recommendations for the prevention of 
fraud on financial reports, ethics, and effective internal controls, 
e. The Treadway Commission is a voluntary private-sector organization formed to support 
the Sarbanes-Oxley Act. 

ANS: E 


b. 


d. 


2 .* 


Using the letters provided, classier items (1-13) according to the most commonly preferred balance 
sheet presentation. 


Assets 

a. Current Assets 
b- Tangible Assets 

c. investments 

d. Intangibles 

e. Other 


! .labilities and Stockholders' Equity 

f. Current Liability 

g. Long-Term Liability 

h. Capital Stock 

I. Refcained'Einuhgs 

j. Items Not Included on Balance Sheet 


L 

2 . 

3. 

4. 



3. 

9. 

10. 

11 . 
12 . 
13. 


Land 

Marketable Securities 

Goodwill 

Inventories 

Premium on Preferred Stock 
Appropriation for Expansion 
Depreciation Expense 

Investment in K Company Bonds (long-term investment) 

Accounts Payable 

Bonds Payable 

Equipment 

Copyright 

Unasnoriized Premium on Bonds Payable 


ANS; 


1. b 

2. SL 

3. <3 

4. a 

5. h 
6., i 
7- j 

8. c 

9. f 

10. g 

,11. b 

12. d 

13. g 


Page | 19 

AHMAD Al-KHA TEEB 



jlmSii 














4 wavs to calculate depreciation 


1 )the straight-line method 


ft* 


cost - salvage value 

annual depreciation = - 

useful life in years 


2)the u n its - o f-production method 


annual depreciation = 


cost - residual value 
- x actual units 

useful life in unit's 


3}the sum-of-the-years-digits method[ 


Remaining Number of Years of Life 

annual depreciation = ~ - ttt— .. n x (Cost - Salvage value) 

r Sum of the Digits Representing the ’ 3 ' 

Years of Life 


4}the double declining-balance method 


annual depreciation = —-————- x 2 x ( cost - accumulated depreciation ) 

Estimated Life of Asset 
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An An item of equipment acquired on January 1, at a cost of $10,000 , has an estimated 
use of 16.000 hours. During the first three years , The equipment has an estimated 
life of five years and an estimated salvage of $2,000. 

Reduired: Determine the depreciation for each of the first years, using the straight-line 
method, the double declining-balance method, the sum-of-the-years'-digits method. 

1) the straight-line method = 


cost - salvage value 

annual depreciation = . . . 

useful life in years 


$ 10 , 000 -$ 2,000 

5 years 


= $1,600 


2)the double declining-balance method = 

1 

annual depreciation = —-————- x 2 * ( cost - accumulated depreciation ) 

Estimated Life of Asset 


1 

5 


X 2 x ($10,000 - 0) = $4,000 


3)the sum-of-the-years'-digits method = 


annual depreciation 


Remaining Number of Years of Life 
Sum of the Digits Representing the 
Years of Life 


* (Cost - Salvage value) 


_5_ 

(5 + 4 + 3 + 2+1) or 15 


x ($10,000 - $2,000) = $2,666.67 
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An An item of equipment acquired on January 1, at a cost of $150,000, has an 
estimated use of 50,000 hours. During the first three years, the equipment was 
used 10,000, 8,000, and 7,000 hours, respectively. The equipment has an 
estimated life of five years and an estimated salvage of $10,000. 

Reguirech Determine the depreciation for each of the three years, using the 
straight-line method, the double declining-balance method, the sum-of-the- 
years'-digits method, and the units-of-production method. 


1) the straight-line method = 


cost - salvage value 

annual depreciation = - , „ —:- 

useful life in years 


150,000 - 10,000 

5 


= 28,000 


2) the double declining-balance method = 


annual depreciation = 


—;-————-x 2 x ( cost - accumulated depreciation ) 

Estimated Life of Asset 


year 1 


year 2 


year 3 


1 

5 

1 

5 

1 

5 


X 2 X (150,000 - 0} = 60,000 


X 2 X(150,000 -60,000) = 36,000 


X 2 X(150,000 - 60,000 - 36000) = 21,600 
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3) the sum-of-the-years'-digits method = 


annual depreciation 


Remaining Number of Years of Life 
Sum of the Digits Representing the 
Years of Life 


x (Cost - Salvage value) 


year 1 


year 2 


year 3 


--- X{150,000 -10,000} = 46,666,666 

(5 + 4 + 3 + 2+1) or 15 


-2- X{150,000 -10,000} = 37,333,333 

(5 + 4 + 3 + 2+1) or 15 


- * - X(150,000 -10,000} = 28,000 

(5 + 4 + 3 + 2+ 1) or 15 


4)the units-of-production method - 


annual depreciation = 


cost - residual value 
- x actual units 

useful life in unit's 


year 1 


150.000 - 10,000 

50,0000 


xl 0,000 = 28,0000 


year 2 


150.000-10.000 

50,0000 


x 8,000 = 22,400 


year3 


150.000 -10.000 

50.0000 


x 7,000 = 19,600 
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Chapter 4 

Inconw statement 

single step 

revenue 
+ sales revenue 
+ rent income 
= Total revenue 

- expenses 

- Cost of sales 

- Selling and Administrative Expenses 

- Loss on Sale of Plant Assets 

- Interest Expense 

- Income taxes 
= net income 

multiple step 

sales revenue 

- Cost of good sold 
= gross profit 

- Operating expenses 
selling expenses 
administrative expenses 
depreciation expenses 

= operating profit (EBIT) 

- Income 
EBT 

- Taxes 

= net income 


Earnings Per Share 
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Problems 

P 4-1 The following information for Decher Automotives covers the 

year ended 2012: 

Administrative expense $ 62,000 
Dividend income 10,000 

Income taxes $ 100,000 

Interest expense 20,000 
Merchandise inventory, 1/1 650,000 
Merchandise inventory, 12/31 440,000 
Flood loss (net of tax) 30,000 
Purchases 460,000 
Sales 1,000,000 
Selling expenses 43,000 
Required 

a. Prepare a multiple-step income statement. 

b. Assuming that 100,000 shares of common stock are outstanding, 
calculate the earnings 

per share before extraordinary items and the net earnings per share. 

c. Prepare a single-step income statement. 

ANS : PROBLEM 4 - 1 
A.Sales $1,000,000 

Cost of sales Beginning inventory $ 650,000 
Purchases 460,000 

Merchandise available for sale $1,110,000 
Less: Ending inventory 440,000 
Cost of sales 670,000 
Gross profit 330,000 
Operating expense: 

Selling expenses $ 43,000 
Administrative expenses 62,000 105,000 
Operating income 225,000 
Other income: 

Dividend income 10,000 
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= 235,000 
Other expense: 

Interest expense 20,000 

Income before taxes and extraordinary items 215,000 
Income taxes 100,000 
Income before extraordinary items 115,000 
Extraordinary items: flood loss, net of tax (30,000) 
Net income $ 85,000 


b. Earnings per share: 

Before extraordinary items $ 1.15 
Extraordinary items (loss) (.30) 
Net income $ .85 


C. Revenue: 

Sales $1,000,000 
Other income 10,000 
Total revenue 1,010,00 0 
Expenses: 

Cost of sales $670,000 

Operating expenses 105,000 

Interest expense 20,000 795,000 

Income before taxes and extraordinary items 215,000 

Income taxes 100,000 

Income before extraordinary items 115,000 

Extraordinary items, flood loss, net of tax 30,000 

Net income $85,000 
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P 4-2 The following information for Lesky Corporation covers the year ended 

December 
31, 2012: 

LESKY CORPORATION 
Income Statement 

For the Year Ended December 31, 2012 

Revenue: 

Revenues from sales $362,000 
Rental income 1,000 
Interest 2,400 
Total revenue 365,400 
Expenses: 

Cost of products sold $242,000 

Selling expenses 47,000 

Administrative and general expenses 11,400 

Interest expense 2,200 

Federal and state income taxes 20,300 

Total expenses 322,900 

Net income $ 42,500 

Required Change this statement to a multiple-step format, as illustrated in this 
chapter. 

ANS : PROBLEM 4-2 

Revenue from sales $362,000 
Cost of products sold 242,000 
Gross profit 120,000 Operating expenses 
Selling expenses $47,000 
Administrative and general 
expenses 11,400 58,400 
Operating income 61,600 
Other items: 

Other income: 

Rental income $1,000 
Interest income 2,400 3,400 

Other expense: 

Interest expense (2,200) 

Income before tax 62,800 
Federal and state income taxes 20,300 
Net income $42,500 
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CHAPTER 5 

Basics of Analysis 

Year-to-Year Change Analysis 

Comparing financial statements over two time periods using absolute amounts 
and percentages 

can be meaningful. This approach aids in keeping absolute and percentage 
changes in perspective. 

For example, a substantial percentage change may not be relevant because of an 
immaterial 

absolute change. When performing year-to-year change analysis, follow these 
rules: 

1. When an item has value in the base year and none in the next period, the 
decrease is 100%. 

2. A meaningful percent change cannot be computed when one number is 
positive and the other number is negative. 

3. No percent change is computable when there is no figure for the base year. 
These rules are illustrated in Exhibit 5-2. 


EXHIBIT 5-2 

Year-To-Year Change Analysis 



Illustrating Rules 




Change Analysis 


Item 

Year 1 

Year 2 

Amount 

Percent 

Advertising expense 

$20,000 

$ — 

$(20,000) 

(100%) 

Operating income 

6,000 

(1,000) 

(9,000) 

— 

Net income 

(7,000) 

8,000 

15,000 

— 

Other 

— 

4,000 

4,000 

■—- 
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P 5-5 



Change Analysis 


Item 

Year 1 

Year 2 

Amount Percent 


i 

— 

3,000 



2 

6,000 

(4,000) 



3 

(7,000) 

4,000 



4 

4,000 

— 



5 

8,000 

10,000 



Required Determine the absolute change 

and the percentage for these items. 


PROBLEM 5-5 



Change Analysis 


Item 

Year 1 

Year 2 

Amount Percent 


1 

— 

3,0 00 

3,000 


9 

6,000 

(4,000) 

(10,000) 


3 

(7,000) 

4,000 

1_, 000 


4 

4,000 

— 

(4,000) (100%) 


5 

8,000 

10,000 

2,000 25% 


P 5-6 



Change Analysis 


Item 

Year 1 

Year2 

Amount Percent 


1 

4,000 

—- 



2 

5,000 

(3,000) 



3 

( 9 , 000 ) 

2,000 



4 

7,000 

— 



5 

— 

15,000 



Required Determine the absolute change and the percentage for these items. 


PROBLEM 5-6 



Change Analysis 


Item 

Year 1 

Year 2 

Amount Percent 


1 

4,000 

- 

(4,000) 100 


9 

5,000 

(3,000) 

(8,000) 


3 

(9,000) 

2,000 

11,000 


4 

7,000 

- 

(7,000) 100 


5 


15,000 

15,000 









SM* 
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horizontal and vertical analysis 
horizontal analysis 

net change = current year amount - base year amount 


percentage of change = (current year amount - base year amount) / base year 
amount x 100% 

vertical analysis 

Vertical Analysis Formula 

Vertical Analysis Formula _ Income Statement Item i OO 

(Income Statement) Total Sales 

Vertical Analysis Formula_ Balance Sheet Item i oo 

(Balance Sheet) — Tota | 

Assets (Liabilities) 


lEJfOHilfcllT 5 -3 


M drS iflg Firm 



tJonsn 1 idared Ei .iLi net Sheets 

S rja JwJ'j'joHi, exrciFpr per - s/tarse .r.-jJ 1 s/j^Ere 




.Fdbrua.ry 

-Fdhj-uiary 27+ 


201 1 

2010 

ASSETS 
<.Jurrent Assets 

Ciasb and cash eqiaitaknii 

£ 1,103 

£ 1,S2£ 

Short-term imvcstnserts 

22 

yo 

Etc CC J VU blc S 

2,34 B 

2,020 

Merchandise inventories 

3 , bi?7 

3,4 B6> 

-Other curncni awcts 

1,103 

1,144 

Total current jsscts 

1 0,473 

10,3*6*6 

E^d perty and EiquJ pjnciit 

[and and h ui Idi ngs 


TST 

ILcaAohokd impmvicmcn-B 

2,31 B 

2,134 

.Fixtures, a nd oquipmem 

4,701 


Propcny under capta] Jcasc 

120 

E?3 


7,b?03 

7,453 

[jess aoiuin i_Ja red de p rec La don 

4,OB2 

3,3 S3 

Net property .and equipment 

3, B23 

4,010 

Gmdwil 

2,454 

2,432 

Tradenames. JVet 

133 

131? 

t-hastomer Eted at io ns b ips . Ps'et 

203 

271? 

Fquity and tJthcr Investments 

32 B 

324 

Other Assets 

433 

432 

Total Assets 

£ 1 7, B4 y 

£ IB,302 

t-LA BJXJTlEi. AND IQ LUTV 
<..iisrrent [Jabi.lit.its 

Acoouras payable 

£ 4,sy4 

£ 3,2Tte 
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EXHIBIT 5-3 


Best E!-uy Co. 4 li ne, (Oftrttiiouedjl 



F*bruary 26, 

February 2 7* 


2011 

2010 

Unredeemed giA card 1 i j h i lie ies 

474 

463 

Accrued cnmpcns^iion and red axed expenses 

5td 

544 

Accrued liabilities 

1,471 

1,6 S1 

Accrued incptng taxes, 

256 

316 

Short-^crm debt 

557 

663 

•Currcm portion of long-term debt 

441 

35 

lotal eurreni liabilities 

S,663 

S,y7S 

Long-Term liabilities 

1, 1 S3 

1,256 

Lnng-Texm Ucbc 

711 

1,104 


JLqiaJty 

Elest Buy Oo-, Inc. Share holder^ Eiquity 

Eketcrxed steelc., $ I .410 pax value: Authorized — 


4410,4100 shares.: Issued and outstard ing — none 
•Common stock, $0. IO par value: Authorized — 

1.41 billion shares; Issued and outstanding — 



3^2,5^0,4100 ar^d 41 S,SI5,000 shares, respectively 

3y 

42 

Additional paid-in capkaJ 

is 

441 

Retained earnings 

6,372 

5,7177 

Accumulated other comprehensive inzome 

173 

441 

'l ocal Best Buy On ., Im . shareholders' equity 

6,6412 

6,320 

NoncontroUing interests 

6P0 

644 

1 ocal equity 

7,2^2 

6,y64 

Total [Jabiliiics and Equity 

Sl7,kf4N 

S 1 S 302 


tionsol idated Statements of E'.oxn i ngs 
$ JJfl sharV fa 


Fiscal Years Ended 

Edbruary 26 

201 1 

February 27* 
2010 

February 2 S* 
2GOy 

Eleven ue 

$541^272 

£4y,6£4 

$45,015 

Cwt o f goods sold 

37,6 1 1 

37,534 

34,017 

Etcstruct uring charges — co<a of goods sold 

24 

— 

— 

Oro^ profit 

12,637 

12,160 

io,yys 

Selling, general and administrative expenses 

141,325 

y,B7 3 

s,ys4 

Ete structuring charges 

19S 

52 

7-6 

‘Cioodvi.-iU and tradename impairment 

— 

— 

66 

Operating income 

2, 1 14 

2,235 

1,570 

•Cither income lexpcnse^ 

Investment income ard ocher 

51 

54 

35 

Investment impairment 

— 

— 

U11* 

I uteres expense 

1ST) 

C^4| 

1*4 ^ 

Earnings before income tax expense axel equity in 
income of affiliates 

2,417s 

2,195 

1,700 

Income tax expense 

714 

S412 

674 

Equity in income of affiliates 

2 

1 

7 

Net earnings including noncomrolling interests 

1,366 

£ 1,334 

£ 1,033 

Net earnings attributable to noncontroUing interests 

isy) 

{77> 

130 > 

Net earnings attributable to EJest Buy Co, Lnc. 

£ 1,2 77 

£ 1 ,3 17 

£ 1,003 

Earnings prershare attributable to Best Buy On., Inc. 
Basic 

% 3.14 

% 3.16 

£ 2.43 

Diluied 

% 3.41S 

S 3.10 

£ 2 3 S 

Weighiod-average common shares outstanding |in 
millions!! 

Basic 

4416.1 

4 1 6 .S 

4 1 2.5 

D i 1 mod 

416.5 

427J 

422.9 
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P 5-1 Best Buy Co., Inc.'s consolidated balance sheets from its 2011 annual report arc pre¬ 
sented in Exhibit 5-3. 

Required 

a. Using the balance sheets, prepare a vertical common-size analysis for 2011 and 2010. 
Use total assets as a base. 

b. Using the balance sheets, prepare a horizontal common-size analysis for 2011 and 
2010. Use 2010 as the base. 

c. Comment on significant trends that appear in (a) and (b). 


PROBI ZI^5 


FROBIL5H-; b-.l 


Walgrieen Co . 

Vertical Corrmon-Size Balance 
August 31, 2001 and 2000 


Sheet 


a= = =-t .= 

Current set3 

Cash a red cash equiiraletits 
Accounts r eceivable, ne -1 

I nvrntorie a- 

Other current assets 

Tot =.L current s a a =-t a 

Wan.—Current Assets 

Firop-E nrty and equipment, it ■— ■=■ t , 1 e = = accumulat' 

depreciation and amortiratinn 
Other non- ciatt-cnt i aacta 

Total, atteta 

Liabilities and Shareholders' Equity 
Current liabilities 

Short—term faozr rowi nqr = 

Trade accounts payable 

Accrued expenses ar. d other liabilities 
In.cacr.E- taxes 

Total Current liabilities 

Hon-Cur r e-rrt Liabiiitie 

Other non—current 1 

Total, non— onttent 1 

Shareholders' Equit y 
Preferred ato.= t 

Retained e atnd.n<g-a 

Total, shareholdfira' e quity 

Total, liabilities and. shareho Ids ra- F equity 

Problem 5— 1. continued 



An gust 31 

2001 


Angina t 31 
2 0 00 


a .-7 

35 . E 


49 . 


2 


100 . C 


<33 . 


I G G 


3 




5 . G 

17.5 

10.6 
1 . C 

34.1 


15.2 

11 . B 
1 . S 

32.4 



t. _ 

Walgreen Co _ 

Ho it i. s on ta 3_ Caimnioii—S iLeo 
A.ugu s-fc. 3 Ip. 2 0 01 am cl 2 0 0 0 


_ t Ir. F-sr 

Auqust 31 
2001 


1 g - > _ 

Auqust 

2 00 0 


31 


As s-etts 

Current Assets 

Cash and. cash equivalents 
AccountE receivable, net 

Other current assets 
Total cuxrent as sets 


132 . HO 
12 B . 3 
12 3.0 
1HD 4 _ T 
123 . T 


lOO . HO 
lOO . O 
lOO _ O 
lOO _ HO 
1 OO . D 


Ncn-Cuxrent Assets 

Property and equipanent, at 
ac cumulated depzre c iatio : 
Other non—current assets 
T ctal assets 


ttion 


126 . B 
7S.4 
12 4-4, 


1 OO . D 
lOO . HO 


Liabilities s.r.d. Shareholders 1 2 ' Eqnity 
Current Liabilities 

Short—term borrowings 
'T — a. d. e account s ps,a.yia±>l& 

Accrued e itpens e s and other liabilities 
Income taxes 

Total current 1 iah-il itie s 


IT / A 
113 . -S 
11 0.6 
94.1 

130 . r? 


lOO . HD 
1 OO _ D 
1 OO . D 
lOO . HO 


Non—Current Liafcilities 

Other non—current liabilities 
Tots.1 non-current liabilities 


134 . B 
102 . B 
lOS . T 


1 OO . D 
1 OO . O 
lOO . O 


Shareholder's Equity 
Preferred stock 
Common stock 
Paid-in capital 
Retained earnings 
Tc-ts.1 shareholder: 
Total liabilities 


i-hol de : 




lOO . B 
1S2.S 
11 B _ S 
123 . O 
124.4= 


lOO . O 
lOO . O 
lOO _ O 
1 OO . O 
ICO. Q 
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•PROBLEMS 


1. Comparative income statements for 2008 and 2007 follow. 


Sales 

Cost of Sales 
Gross Profit 
Operating Expenses 
Operating Income 
Interest Expense 
Earnings Before Tax 
Income Taxes 
Net Income 


2008 2007 



‘ ,39. 

, 434,000 

$7,862,000 

c u. 

—^ 7 , 

, 075, 400 

5,660,640 



,358, 600 

$2,201,360 


/ 1. 

,367,690 

1,365,060 


3 

990,910 

$ 836,300 



157,500 

126,000 

— "7 y 

3 

833,410 

$ 710,300 



400,000 

317,200 


$ 

433, 410 

$ 393,100 


Required: 

a. Prepare a vertical common-size analysis of this statement for each year, using sales as the 
base. u ' . 

b. Comment briefly on the changes between the two years, based on the vertical common-size 
statement. 


ANS: 

a. 


Sales 

Cost o? Sales 
Gross Profit 
Operating Expenses 
Operating Income 
Interest Expense 
Earnings Before Tax 
Income Taxes 
Net Income 






2008 

100 . 0 % 

75.0 

25.0 

14.5 

10.5 

1.7 

8.8 
4.2 


f. 6% 


2007 

100.01 ^ 
72.0 




28.0 

17,4 

10.6 




1.6 

9.0 

4.0 

5.0% 


b. Cost of sales as a percent or sales have risen substantially. This increase is nearly onset by a 
decline in operating expense. Interest expense and taxes have both risen slightly in relation to 
sales. 
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'11... Suppose you are comparing two firms in the steel industry. One firm is large and the other is small. 

. „ Which type of njimbers t would be most meaningful for statement analysis? 

* a. Absolute numbers would be most meaningful for both the large and small firm. 

b. Absolute numbers would be most meaningful in the large firm; relative numbers would be 
most meaningful in the small firm. 

c. Relative numbers would be most meaningful for the large firm; absolute numbers would 
be most meaningful for the small flrm. 

d. Relative numbers would be most meaningful for both the large and small firm, especially 
for interflrm comparisons. 

e. It is not meaningful to compare a large firm with a small firm. 

AN'S: JD 

12. Various teclmiques are used in the analysis of financial data to emphasize the comparative and relative 
importance of the data presented and to evaluate the position of the firm. Which of the following is not 
one of the techniques used in analysis? 

a. ratio analysis 

b. common-size analysis 

c. theory consistency X 

d. examination of relative size among firms 

e. review of descriptive material 

ANS: C 

13. Liquidity ratios can be used: 

a. to measure the degree of protection of long-term suppliers of funds 

b. to measure borrowing capacity 

c. to measure the earning ability of a firm 

d. to measure the firm's ability to meet its current obligations 

e. to measure the worth of the firm 

ANS: £> 

14. Which of these statements is false? 

“a. A ratio can be computed from any pair of numbers. 

b. Given the large quantity of variables included in financial statements, a very long list of 

meaningful ratios can be derived. u 

c. Comparing ratios computed from income statement and balance sheet numbers can create 
difficulties due to the timing of the financial statements. 

^d. Financial ratios are usually expressed in percent or times, 
e. In vertical analysis, a figure from the year’s statement is compared with a base selected 
from the prior statement. 

AN'S: E 

15. > Which of these statements is false? 

a. Many complies vvill not clearly fit into any one industry. 

b. A financial service uses its best judgment as to which industry the firm best tits. 

** c . The analysis of an entity's financial statements can be more meaningful if the results are 
compared with industry averages and with results of competitors. 

d. When using industry averages, it is often necessary to use an industry that the firm best 

fits. . , 

e. A company comparison should not be made with industry averages u the company does 

not clearly fit into any one industry. 

ANS: E 

16. Which of the following does not represent a problem with financial analysis? 

a. Financial statement analysis is an art; it requires judgment decisions on the part or the 

analyst. ... v, 

b. Financial analysis can be used to detect apparent liquidity problems. 

c. There are as many ratios for financial analysis as there are pairs of figures. 

d. Some industry ratio formulas vary from source to source. _ ... 

e. Adequate detailed disclosure of how the industry ratios are computed is often laclcmg. 

ANS: B 

17. Which of the following is a false statement as it relates to analysis? 

a. Profitability may not be a major consideration as long as the resources for repayment can 
be projected. 

b. Equity capital provides creditors with a cushion against loss. 

c. There is a difference between the objectives that are sought by short-term grantors of 
credit and those sought by long-term grantors of credit. 

d. If merchandise with a 20% markup is sold on credit, it would tales ten successful sales of 
the same amount to make up for one sale not collected. 

e. The financial structure of the entity is of interest to creditors. 

ANS: & 

18. Management is a user or financial analysis. Which of the following comments does not represent a fair 

statement as to the management perspective? 

a. Management is interested in the view of investors. 

b. Management is interested in the view of creditors. 

c. Management is interested in the financial structure of the entity. 

d. Management is interested in the asset structure of the entity. 
g. Management is always interested in maximum profitability. 

ANS: E 
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Chapter 6 

Liquidity of Short-Term 
Assets ; Related^ Debt-Paying 

Ability 

1) FIFO First in first out 

cogs ja 

ENDING INVENTORY total cost - cogs 

2) LIFO L ast in first out 

COGS c3i^ l>* 

ENDING INVENTORY total cost - cogs 

3) Weight Average 

o cost available for sale . . . 

COGS =-—— --—x unit sold 

- available for sale 

ENDING INVENTORY (total unit - unit sold) x average cost 

4) specific identification 
COGS total cost - ending inventory 
ENDING INVENTORY 
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P 6-17 The following data relate to inventory for the year ended December 31,2011: 


Date 

Description 

N limber of Unm 

Cost per Unit 

Total Cost 

January 1 

Beginning inventory 

400 

$5.00 

$ 2,000 

March I 

Pul rchasc 

1,000 

6.00 

6,000 

A ULgULSt 1 

Pul rchasc 

200 

7.00 

1,400 

November 1 

Pul rchasc 

200 

7.50 

1,500 



1,800 


SI 0,900 


A physical inventory on December 31, 2011, indicates that 400 units are on hand and that 
they came from the March 1 purchase. 

Required Compute the cost of goods .sold for the year ended December 31, 2011, and the 
ending inventory under the following cost assumptions: 

a. F i rst- i n, f i r st-out ( FTF O) 

b. Last-in, first-out (LIFO) 

c. Average cost (weighted average) 

d. Specific identification 


PROBLEM o-17 

a. First—In r First— Out (FIFO) : 

Ir.venrc r y Cqs~ c_ Good-a Sold 

August 1 Purchase 200 @ $7.00 $1,400 

November 1 Purchase 200 @ $7.5 0 $ 1. 5 C C 

$ 2 , SCO 

Remaining cost in cost of goods sold ($10,900— $2, 900) $8„ 000 

b. Last—In, First— Out (LIFO): 

I n v e nt o r y Cost of T-oc-cLs Sold 

January 1 Inventory ^00 x $5,00 $ 2 0 0 0 

Remaining cost in cost of goods sold ($10, 900—$2,000) 900 

c . Average Cost (Weighted. Average) : 

I n ve nt o r y Cost of Go-pels Sold 

Total cost. 900 = $6.06 

Total Units 1, E00 


Inventory ( 40 0 >: $6.06) = 32, 424 

Remaining cost in cost of goods sold {$1 0 , 900-$2 r 424) SB, 476 
d. Specific Identification: 

Invsr.tory Cost of Goods Sold 

March 1, Purchase cost $6-00 
Inventory 400 x $ 6. 0 0 $2,400 

Remaining cost in cost of goods sold ($10, 900-$2, 400) 3B r 5 00 
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P 6-18 The following data relate to inventory for the year ended December 31, 2011. A 
physical inventory on December 31,2011, indicates that 600 units are on hand and that they 
came from the July 1 purchase. 


Date Description Number of Units Cost per Unit Total Cost 


January 1 

Beginning inventory 

1,000 

$4.00 

S 4,000 

February 20 

Purchase 

800 

4.50 

3,600 

Apol I 

Purchase 

900 

4.75 

4,275 

July 1 

Purchase 

700 

5.00 

3,500 

October 22 

Purchase 

500 

4.90 

2,450 

December 10 

Purchase 

500 

[,400 

5.00 

2,500 

$20,325 


Required Compute the cost of goods sold for the year ended December 31, 2011, and the 
ending inventor)' under the following cost assumptions: 

a. First-in, first-out (FIFO) 

b. Last-in, first-out (LIFO) 

c. Average cost (weighted average) 

d. Specific identification 

PROBLEM €-16 

a. First—In, First—Out (FIFO) : 

Inventory Cost of Goods Sold 

December 10 Purchase 

500 X $5.00 $ 2 r 5 0 G 

October 22 Purchase 

100 x $4.50 453 

$2.590 

Remaining cost in cost of -goods sold {$20 r 325 — $2,550) $17,335 

b. Last —In, First—Out [LIFO) : 

Invsneory Cost of Goods Sold 

January 1 Beginning inventory 

[600 x $4.00) $2,43 3 

Remaining cost in cost of goods sold ($20,325—$2,400) $17,525 

c. Average Cost : 

Total Cost $20,325 = $4,619 

Total Units 4,400 

Inventory (600 x $4.62) = $2,772 

Cost of Goods Sold { $ 2 0 , 32 5 —$2,7 72) = $17,553 

d. Specific Identification:; 

Inventory (600 x $5.00) = 3 3, 300 

Cost of Goods Sold ($20' F 325—$3, 000 ) = $17, 32 5 
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Liquidity ratios 


1. Accounts Receivable Turnover = 


Net Sales 


Average Gross Receivables 




2. Accounts Receivable Turnover in days = 


365 


Accounts Receivable turnover 


3. Inventory Turnover = 


Cost of Goods Sold 
Average Inventory 


4. Inventory Turnover in days = 


365 


Inventory Turnover 


5. Accounts Payable Turnover = 


Purchases 


Average Accounts payable 


6. Accounts Payable Turnover in days = 


365 


Accounts Payable Turnover 


Purchases= Cost of Goods Sold + Ending Inventory- Beginning Inventory 


7. Operating Cycle = Accounts receivable turnover in days + Inventory Turnover in days 

8. Cash Conversion Cycle (Cash Gap) = Operating Cycle -Accounts Payable Turnover in days 


9. Working Capital = Current Assets - Current Liabilities 


10 . 


Current ratio = 


Current assets 
Current liabilites 


li. 


Quick Ratio (Acid-Test Ratio) = 


Current Assets-Inventory-Prepaid Expenses-Other assets 
Current liabilites 


12 . 


Cash Ratio = 


Cash Equivalents+Marketahle Secuirities 
Current Liabilites 


13. 


Sales to Working Capital = 


Net Sales 

Average Working Capital 
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F 6-23 Teems (a) through (d) are based on the following information: 

SHARKEY CORPORATION 
Selected. Financial Data 


As of December 31, 
201 1 2010 


Ca^h 

Riorket-able sccu rititrs 
Accounts receivable 
Inventory 

Net: property.* plant, and! equipment 

Atcount$ paya h le 

Shc art-term notes payable 

Caslbi sales 

Crcdh sales 

Cost of goods sold 


$ s 3 ooo 
32,000 
40,000 
80,000 
240,000 
60,000 
30,000 
1 , 500,000 
600,000 
1 , 260,000 


Required Answer the following multiple-choice questions: 


& 60,000 
s,ooo 
110,000 
140,000 
280,000 
100,000 
50,000 
1 , 400,000 
’ 900,000 
1 , 403,000 


b. Sharkey’s receivables turnover for 2011 is 

1. 8 times. 

2. 6 times. 

3. 12 times. 

4. 14 times. 

c. Sharkey’s inventory turnover for 2011 is 

1. 11.45 times. 

2. 1 0.5 0 times. 

3. 9.85 times. 

4. 8.45 times. 

d. Sharkey’s current ratio at December 31, 2011, is 

1. 1.40. 

2. 2.60. 

3. 1.90. 

4. 1.78. 

e. If current assets exceed current Liabilities, payments to creditors made on die Last day of 
the year will 

1. Decrease current ratio. 

2. Increase current ratio. 

3. Decrease working capital. 

4. Increase working capital. 


!b - 1 Net Sales (use: only credit sales when available) 

Average Gross Receivables ( only net receivables 
available in this problem} 

Net Sales 

AverageGr os s Receivable 


1 


Note: Use only credit sales when available 


$600,000 $€00,000 

- = - = 0.0 0 t rmee 

($40,000+ $110 r 0 00V 2 $75,000 


Cost of Goods Sold 
Average Inventory 


$1,260, 000 

($b 0 , 000 + $ 140 , oo oy 2 


$1,2€0, 000 

$110,0 0 C 


11.45 time = 


d . 




_ Current Assets 

Current Liabilities 


$S, 00 0 + 5 32, 000+ $40, 000 + 560, OOP 
$60, 0 00 + $30, 00 0 


$ L 60, 0 00 
$90,000 


1.7S t ime s 


e_ 2 As loner as the current ratio is greater than 1 to 1, any 

payment will increase the current ratio because the 
current liabilities go down more in proportion than do 
the current assets- 
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i; ; Accounts receivable turnover — 


Net Sales 


Average Gross' Rees 


$718,500 


[($60,000 + $ 10,000) + ($50,000 + S10,000)] / 2 


= $718.500 

$65,000 


= 11.05 


2. Merchandise Inventory Turnover"^ . Cost of Goods Sold 

. ‘ Average Inventory 


. = $580,000 -7.25 

($90,000 + $70,000) / 2 $80,000 


$580,000 


3. Working capital = Current Assets - Current Liabilities 


$233,450 - $50,000 = $ 183,450. . 


4. Current ratio = Current asseis/Current liabilitres 


$233,450 = 4.67 

.$50,000 


5: Acid-Test Ratio — Cz. 


$50,450 -<■ $25,000 $60,000 

$50^000 '• 


ash' equivalents -5- Marketable Securities + Net Receivable^ 


Cm ent LrsoilitivS 


= $135,450 =2.71 

$50,000 . 


6. Sales to Working Capital - 


Sates 


Average 'Working Capital. 

_ ' $718,500 ' ' ■ 

f($233,450 - $50,000) + ($176,03 8 - $43,000] / 2 — 


S718.500 

$153,244 =4.54 
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